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OP1 NI ON

These appeal s are made pursuant to section
18593V of the Revenue and Taxation Code fromthe
actions of the Franchise Tax Board on the protest of
Charl es B. and Margaret N. Kershaw and agai nst proposed
assessments of additional personal income tax in the
amounts of $21,371.20, $326.92, and $5,556.91 for the
years 1975, 1976, and 1978, respectively, and on the
protest of for John R and Lois E. Kershaw agai nst pro-
posed assessnments of additional personal incone tax in
t he amounts of $21,839.48, $1,555.62, $195.57, and
$5,097.33 for the years 1975, 1976, 1977, and 1978,
respectively.

i/ Unless otherwise specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the years in issue.
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The issue presented by these appeals is whether
Faynents appel l ants made pursuant to a series of bank
oan guarantees are deductible as business bad debts
during the years in question.

Al though there are two separate appeal s
resented, the facts and issue on appeal are identical
herefore, the appeals have been consolidated for

purposes of decision. Appellants Charles Kershaw and
John Kershaw are brothers. As Margaret Kershaw and Lois
Kershaw are appellants solely because they filed joint
tax returns wth their respective husbands during the
ears at issue, hereinafter Charles and John Kershaw will
e referred to as "appellants."

During the appeal years, appellants were the
sol e shareholders of a California commercial_cattle feed
| ot operation called Kershaw & Sons, Inc. Each'brother
pai d $50,000 for his one-half of the corporation's stock.
Appel I ant John Kershaw was the president of the corpora-
tion, Charles Kershaw was the vice-president, and both .
were on the board of directors. Both nen spent a majority
of their time devoted to the corporation's business.
Additionally, each brother owned one-half of the shares
of a New Mexico cattle feed |ot corporation called
Kershaw's K Bar, Inc. Appellants were directors and
officers of this corporation as well.

To feed and manage their own cattle, appellants
formed, and were equal partners in, a general partnership
palled t he Rockwood Cattle Conpany (Rockwood).  Beginning
in the early 1970's, the brothers organized a series of
limted partnerships to purchase and feed-out cattle on
t he above-nentioned feed |ots, thereby |ncrea5|nﬁ t he
profits from those two corporations. Al though there were
a number of different limted partnerships, they were
organi zed into two groups with each group having the sane
general partner.

o To act asthe general partner in one series of
limted partnerships, appellants formed the Superior
Cattle CDnPanﬁ, a California corporation. The brothers
were two of the four shareholders of the Superior Cattle
Conpany, W th each sharehol der _owning 25 percent of the
out st andi ng sharesof stock. This group of limted
partnerships shall be referred to as "Superior." Kershaw
& Sons acted as the general partner for the other group
of limted partnershlﬁs called the K Bar Cattle Feeding
Fund limted partnerships (K Bar).

-230-



Appeal s of Charles H and Mirgaret N Kershaw
and John R and Lols E. Kershaw

A flnanC|nﬁ for the above-described businesses
was obtained through the Bank of America. Al |oans nmade
to the various businesses were Fersonally guar ant eed by
appel lants. Additionally, all loans to the Superior
limted partnerships were guaranteed by Rockwood and al |

| oans to the K Bar |imted partnerships were guaranteed

by Kershaw & Sons.

During the years in question, each brother's
sal ary from Kershaw & Sons varied between $56, 000 and
$156, 000 yearly and each brother collected a yearlg
"conmmi ssion" from Kershaw s K Bar, Inc., of $12,000.
There is no evidence that appellants received any conpen-
sation fromthe limted partnerships or Rockwood during
that period. Prior to the afﬁeal_years, Kershaw s K Bar
Inc., Rockwood, and each of the limted partnerships al
sustai ned heavy financial |osses.

_ I n Decenber 1975, the brothers decided to Pay
their guarantee obligations and cure all delinguent [oans
of the above-described businesses by a consolidated |oan
of $2.2 mllion. As the consolidated | oan was insuffi-
cient to satisfy all of the outstanding delinquent |oans,
t he bal ance of the outstanding indebtedness was to be
%ald by the brothers from dividends declared by Kershaw &
ons.

The dividends and the consolidated | oan were
placed in a trust account from which the outstanding
notes were paid off over a l0-day period beginning In
| at e Decenber 1975 and ending in January 1976. Appel -
| ants each deducted one-half of the amount paid in
Decenber on their 1975 personal inconme tax returns as a
busi ness bad debt loss. In 1976, the brothers began to
make principal and interest ﬁaynents on the consolidation
loan. Appellants deducted their yearly totals of their
respective halves of the |oan paynments as business bad
dePt | osses on their respective 1976, 1977, and 1978 tax
returns.

Upon review of appellants' returns for the
appeal vyears, respondent disallowed any |oss deduction
for the payments relating to the Reckwood | 0ans. On the
other hand,” respondent did allow deductions for the
%yarantee paynents for the K Bar, Superior, and Kershaw s

Bar, Inc., loans but only as nonbusiness bad debts.
Assessments were issued and this appeal followed.

On appeal, appellants take the position that
all of the guarantees In question were based upon valid
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| oans to their business interests which created bad debt
| osses related to their trade or business. Respondent
accepts appellants' argument that the guarantee payments
for the loans t0 Kershaw's K Bar, Inc., and the Superior
and K Bar |imted partnerships were in satisfaction of
legitindte | oans to the various business interests from
which appellants could not reasonably expect repaynent.
The sole issue in these three instances then becones
whet her the bad debts were related to appellants' trade
or busi ness.

Section 17207, subdivision (a)(l), stated that
"[t]here Shal | be allowed as a deduction any debt which
becomes worthless within the taxable year." Business bad
debt |osses are fullg deductible in the year sustained
wher eas nonbusi ness bad debt [osses are regarded as
short-term capital |osses which are allowed only to the
extent of capital gains plus either taxable income or one
t housand dollars ($1,000), whichever is less. (Rev. &
Tax. Code, §§ 17207 and 18152.)

_ To determ ne the' character of a bad debt, we
first consider section 17207, subdivision (d)(2), which
defined a nonbusiness debt as a debt other than:

(A) A debt created or acquired ... in
connection wth a trade or business of the
t axpayer: or

(8) A debt the loss-fromthe worthl essness of
which is incurred in the taxpayer's trade or
busi ness.

~ The definition of trade or business in this
context includes all means of gaining a livelihood by
wor k. ﬁTrent v. Comm ssioner, 291 F.2d 669 (2nd Gr
1961).) I'n contradst, a taxpayer's status as a share-
hol der of a corporation is capital in nature because a
sharehol der's rewards are expectative and flow, not from
personal effort, but frominvestnent earnings and appre-
ciation. (United States v. Generes, 405 U S. 93, 103 [31
L.Ed.2d 62] (1372).) TInerefore, while a shareholder who
| oans noney to his corporation may not deduct any such
| oans whi ch becone worthless as a business bad debt, an
enpl oyee who naekes l[oans to his enployer in order to
secure his job can deduct the anount paid as a_business
bad debt when those |oans become worthless. (Trent v.
Conmi ssioner, supra.) The determ nation of whether
"TOSSES are _business bad debts is a question of fact.
(Smth v. Conm ssioner, 457 r.2d 797 (5th Gr. 1972);
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Jaffee v. Conmissioner, ¢ 67,215 T.C M (P-H (1967).)
"TI]n determining wWhether a bad debt has a ' proxinmate'
relation to the taxpayer's trade or business ... and
thus qualifies as a business bad debt, [the] proper.
measure is that of doninant notivation, ..." (United
States v. Ceneres, supra, 405 U S. at 103.) An employee-
Shar enol der makrng a loan to his corporation usually acts
with two notivations, the one to protect his investnent
and the other to protect his enploynent. The question is
whi ch of the taxpayer's notivations was the dom nant, and
not nerely significant, reason for the loan, (United
States v. Generes, supra.) "By mmking the dom nant noti -
vation the neasure, the logical tax consequence ensues
and prevents the nere presence of a business notive,
however snal| and however insignificant, fromcontrolling
the tax result at the taxpayer™s convenience." (United
States v. Ceneres, supra, 405 U S at 104.)

_ Appel  ants contend that the dom nant notive for
their personal guarantee and ultimate satisfaction of al
of the loans was to protect their enploynent as execu-
tives of "the corporation.”

W start by considering the loans to Kershaw s
R Bar, Inc., which rés' pondent treated as nonbusiness bad
debts. I n applying the abovedi scussion to the guarantees
of the |oans we note that aIthou%P_appeIIants were officers
of the corporation, it appears their only conpensation

was the $12,000 yearly "commission" each received. Wile
we are unaware of either appellant's initial investnent
in Rershaw s K Bar, Inc., 1t is unlikely that a person

woul d guarantee |loans to a corporation of over $200, 000,
whi ch represents after-tax income, to ensure such a snall
yearI%! pre-tax "comm ssion." Consequently, by weighing
the objective facts presented, we nmust concl ude that

appel lants' dom nant notivation in guaranteeing the |oans
was not to protect their enﬁloynent. Therefore, respon-
dent's determnation that the paynents on the |oans to
Kershaw s & Bar, Inc., were nonbusiness bad debt |osses
wi |l be upheld.

We differ wth respondent in its analysis of

t he guarant ees apﬁellants provided for the x Bar limted
partnershi ps which respondent treated as nonbusi ness bad
debt s. ResPondent argues that appellants have failed to
prove that they received any salary fromthe [imted
artnershi ps and t hat gppel ants' enployee roles in the
Imted partnerships, i a%y, were mnimal. Therefore,
respondent concludes, the dabts created by these |oans
are properly classified as nonbusiness bad debts.
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The proper focus should not be upon appellants’
empl oyee roles in the limted partnerships but upon their
enpl oyee roles in the general partner of the l[imted
partnerships. \Wile the K-Bar limted partnerships may
not have been. producing any incone for appellants,
Kershaw & Sons paid appellants well. Appellants, through
their corporate positions, received salaries during eac
of the appeal years that was at |east equal to thelr
initial Investients in the corporation. Once the finan-
cial situation worsened, apﬁellants needed to cure the
delinquent loans to allow the business and their salaries
to continue. Therefore, under the Generes rationale, we
find that the dom nant notive for appelTants' guarantees
of loans to these limted partnerships was to protect
their enployment in Rershaw & Sons. Accordingly, respon-
dent's determnation in regard to the loans to the K Bar
limted partnerships nust be reversed.

We next consider the loans to Superior which
respondent treated as nonbusiness bad debts. V& begin by
noting that appellants give us nothlng more than their
assertions that they guaranteed nore than $600, 000 worth
of loans for the purpose of protecting their enploynent
in the Superior Cattle company, the general partner of.
Superior. .The.taxpayer bears the burden of proving: that
respondent's determnation is erroneous and that he is
entitled to the clainmed deduction. (Appeal of James C.
and Monabl anche A Wl she, Cal. St. Bd. of Equal., Oft. 20,
1975.) AppelTants own unsupported assertion that they
are entitled to a deduction 1s not sufficient to satisfy
their burden of proof. (See Appeal of James C. and
Monabl anche A. | she, supra.) No facts are presented
whi ch show whai positions they held, if any, or what
salary or benefits they received for their services to
the corporation. Theréfore, there is no support for
their argument that their guarantees were dependent upon,
or even related to, their g sitions as enpl oyees of
Superior Cattle Co. Accordingly, respondent”s action
all ow ng a nonbusi ness bad debt deduction for appellants'
satisfaction of the loans to the Superior Cattle Feeding
limted partnerhips nust be upheld.

_ “Finally, respondent contends that appellants
satisfaction of the guarantees of |oans to Rockwood did
not create a bad debt in their hands. Rather, the pay-
ments of the partnership loans were contributions. to the
partnership's capital under section 17915.

o Wiet her an advancenent of nobnies to a partner-
ship is a contribution to the capital of-the partnership
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or creates a valid debtor/creditor relationshipis a
8uest|on of fact. (Hanbuechen v. Comm ssioner, 43 T.C

0 (1964).) As respondent points out, 1f a true debt/
guarantee situation-had been involved, the payment of the
guar ant ees by aPpeIIants woul d have relieved the partner-
ship of its debt, therebK, I ncreasing the gross incone to
t he partnershlf during the year of repaynent. (Rev. &
Tax. Code, § 17071, subd. {a)(i2).) In other words, the
di scharge of indebtedness constituted incone to the part-
ner shi p whi ch woul d have been properly allocable to the

i ndi vidual partners pursuant to section 17851

In reality, Rockwood reported on its tax return
that the guarantee paynents were contributions to the
partnership's capital which the partnership used to pay
off its own debts. This treatnent increased appellants'
bases in Rockwood allow ng the partnership to pass
through to the brothers the losses generated by.the part-
nership's |oan payments which they then deducted on their
i ndi vidual tax returns.

Fromthe above, it is clear that appellants did
not structure the |oan paynents as %uarantee payment s
directly to the creditors tromthensel ves as they now
claim “Accordingly, we find that the nonies used to pay
the debts of Rockwood.were contributions to the partner-
ship's capital. Respondent's action in so treating the
transaction will be upheld.

For the above-stated reasons, respondent's

action in this matter, as nodified by this opinion, wll
be sustai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in these proceedings, and good cause
appearing therefor,

IT | S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation
Code, that the actions of the Franchise Tax Board on. the
protest of Charles H  and Margaret N. Kershaw agai nst
proposed assessnments of additional personal income tax
In the amounts of $21,371.20, $326.92, and $5,556.91 for
the years 1975, 1976, and 1978, respectively, and on the
protest of John R and Lois E. Kershaw agai nst proposed
assessments of additional personal incone tax in the
anounts of $21,839.48, $1,555.62, $195.57, and $5,097.33
for the years' 1975, 1976, 1977, and 1978, respectlvelﬁ,
be and the sane are hereby nodified in accordance wt
this opinion. In all other respects, the actions of the
Franchi se Tax Board are sustai ned.

Done at Sacramento, California, this 4th day
Of February ., 1986, by the State Board of Equalization
with Board Menmbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chairnman
Conway H Collis ,  Menber
Wlliam M Bennett , Member
Ernest J. Dronenburg, Jr. , Member
Walter Harvey* ,  Menber

*For Kenneth Cory, per GCovernnent Code section 7.9
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